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Basic FCF Model
 Value of Firm

 Use CF of Firm and WACC as discounting rate

 Value of Equity

 Use CF to Firm’s Equity and Cost of Equity as 
discounting rate

 Modifications for … 

 Firms in trouble

 Estimate cash flow until they turn positive

 Cyclical Firms

 FCF are usually smoothened out 

 Firms with unutilized assets

 Get the value of these assets externally and add
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FCF Model … Complications

 Firms with patents and product options

 As above [or] real options pricing model

 Firms in the process of restructuring

 Adjust CF to reflect business restructuring and 

discount rate to reflect financial restructuring 

 Firms involved in acquisitions

 (a) incorporate in FCF’s; and (b) incorporate in 

risk

 Private firms: 

 Take riskiness of comparable firms that are 

publicly traded [or] relate the measure of risk to 

accounting variables 



Why Estimates Usually Go Wrong?
Sources of uncertainty (by Aswath Damodaran)

 Our estimates of value can be wrong for a number of reasons 

(divided into three groups):

1. Estimation uncertainty: Errors while converting raw 

information into inputs and use these inputs in models  

(common in valuing young technology company)

2. Firm-specific uncertainty: The path that we envision for the 

firm can prove to be hopelessly wrong. (common in 

valuing young technology company)

3. Macroeconomic uncertainty: Macroeconomic environment 

can change in unpredictable ways (common in mature 

cyclical or commodity company)
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Good Responses to Uncertainty

Healthy responses to uncertainty would include:

 Better valuation models

 Valuation ranges

 Probabilistic statements

 The principle of parsimony helps

Unhealthy responses to uncertainty would include:

 Passing the buck

 Giving up on fundamentals (and going for day 

dreaming or technical analysis)



2007Ram Kumar Kakani, SPJCM Singapore 6

Special Situations: Valuing a New Firm
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Special Situations: Valuing a Loss 
Making Cyclical Firm 

 Cyclical sectors

 Path 1: Adjust the growth rate to reflect the economic cycle

 Path 2: Use normalized earnings as base year earnings
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Special Situations: Valuing a Loss 
Making Cyclical Firm 
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Attempting to Unlock Value
 Many ways … 

 Say, using simulation (or heuristics)

 For, example based on Financial Leverage

 You can give it a try on your assignment … 

 Experiment with different DE ratios

 Compute levered beta

 Compute unlevered beta

 Compute the cost of equity at different levels of leverage

 Similarly, compute the cost of debt at different levels of 
DE ratios

 Combine and compute WACC

 Note, assume marginal tax rates & be realistic … 


